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Is China a Threat to the U.S. Economy? 



Summary 

The rise of China from a poor, stagnant country to a major economic power 
within a time span of only 28 years is often described by analysts as one of the 
greatest economic success stories in modem times. From 1979 (when economic 
reforms were first introduced) to 2006, China’s real gross domestic product (GDP) 
grew at an average annual rate of 9.7%, the size of its economy increased over 1 1- 
fold, its real per capita GDP grew over 8-fold, and its world ranking for total trade 
rose from 27 th to 3 rd . By some measurements, China has become the world’s second- 
largest economy, and it could be the largest within a decade. 

China’s economic rise has led to a substantial growth in U.S. -China economic 
relations. Total trade between the two countries has surged from $4.9 billion in 1980 
to an estimated $343 billion in 2006. For the United States, China is now its second 
largest trading partner, its fourth-largest export market, and its second-largest source 
of imports. Inexpensive Chinese imports have increased the purchasing power of 
U.S. consumers. Many U.S. companies have extensive manufacturing operations in 
China in order to sell their products in the booming Chinese market and to take 
advantage of low-cost labor for exported goods. China’s purchases of U.S. Treasury 
securities have funded federal deficits and helped keep U.S. interest rates relatively 
low. Despite the perceived threat from China, the U.S. economy has recently 
maintained full employment and robust economic growth. To date, the growth in 
Chinese exports appears to have come partly at the expense of Asian competitors. 

However, the emergence of China as a major economic superpower has raised 
concern among many U.S. policymakers. Some express concern that China will 
overtake the United States as the world’s largest trade economy in a few years and 
as the world’s largest economy within the next two decades. In this context, China’s 
rise is viewed as America’s relative decline. Another concern are the large and 
growing U.S. trade deficits with China, which have risen from $10.4 billion in 1990 
to an estimated $232 billion in 2006, and are viewed by many Members as an 
indicator that China uses unfair trade practices (such as an undervalued currency and 
subsidies to domestic producers) to flood U.S. markets with low-cost goods and to 
restrict U.S. exports, and that such practices threaten American jobs, wages, and 
living standards. Many warn that this situation will get worse as China increasingly 
moves toward production and export of more high-value products, such as cars and 
computers. A more recent concern has been efforts by Chinese state-owned firms to 
acquire U.S. companies and China’s accumulation of U.S. Treasury securities. 
Negative congressional perceptions of China’s economic practices have led to the 
introduction of numerous bills, including some that would impose sanctions against 
China unless it reforms its currency policy and others that would apply U.S. 
countervailing laws on Chinese products. 

This report examines the implications (both challenges and opportunities) for 
the U.S. economy from China’s rapid economic growth and its emergence as a major 
economic power. It also describes congressional approaches for dealing with various 
Chinese economic policies deemed damaging to various U.S . economic sectors. This 
report will be updated as events warrant. 
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Is China a Threat to the U.S. Economy? 

The rise of China from a poor, stagnant country to a major economic power 
within a time span of only 28 years is often described by analysts as one of the 
greatest economic success stories in modem times. Prior to 1979, China maintained 
a Soviet-style command economy under which the state controlled most aspects of 
the economy. These policies kept the economy relatively stagnant and living 
standards quite low. However, beginning in 1979, the government began a series of 
free market reforms and began opening up to the world in terms of trade and 
investment. These reforms have produced dramatic results. From 1979 to 2005, 
China’s real gross domestic product (GDP) grew at an average annual rate of 9.7%, 
the size of its economy increased over 1 1 -fold, its real per capita GDP grew over 8- 
fold, and its world ranking for total trade rose from 27 lh to 3 rd . 

China’s economic reforms and growth have benefitted (or could benefit) the 
U.S. economy in a number of ways: 

• Over the past few years, China has been the fastest growing U.S. 
export market among its major trading partners. For example, U.S. 
exports to China in 2006 increased by an estimated 33%. China’s 
ranking as a U.S. export market rose from 1 1 th in 2000 to 4 th in 2006, 
and may overtake Japan in 2007 to become 3 rd . China’s rapid 
economic growth, coupled with its large population and 
development needs, makes it a potentially huge market for the 
United States. 

• China has become the second-largest source for U.S. imports. In 
many instances, China has replaced other East Asian nations as a 
source for many manufactured products imported by the United 
States. Low-cost imports from China have helped restrain inflation 
and increased the purchasing power of U.S. consumers, and boosted 
demand for other products. This has helped U.S. production to shift 
into areas where the United States has a comparative advantage. 

• China has become the second-largest purchaser of U.S. Treasury 
securities. These purchases have helped to fund the U.S. federal 
budget deficit and keep interest rates relatively low. 

At the same time, however, China’ s emergence as an economic power has raised 
a number of concerns among some Members of Congress who perceive China as a 
threat, or potential threat, to the U.S. economy. As one Member stated, “China’s 
competitive challenge makes Americans nervous. From Wall Street to Main Street, 
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Americans are nervous about China’s effect on the American economy, American 
jobs, on the American way of life.” 1 Areas of concern include the following issues: 

• Analysts project that in the near future, China will replace the United 
States as the world’ s largest economy and exporter. In this context, 

China’s economic rise is viewed as America’s decline. 

• The surge in U.S. imports from China is viewed by many as a threat 
to various U.S. economic sectors, particularly in manufacturing. 

China’s nearly unlimited pool of low-cost labor is viewed by some 
as a serious competitive threat to U.S. manufacturing and is blamed 
for bankruptcies and/or plant relocation to China, job losses, and 
stagnant U.S. wages. This process could get worse as China begins 
to manufacture more advanced products that compete directly with 
those made by U.S. domestic firms. 

• Many are concerned that China employs a number of unfair 
economic policies intended to benefit its economy at the expense of 
its trading partners, such as the United States. Many policymakers 
view the large and growing trade imbalance with China as proof that 
China does not trade fairly. They contend, for example, that China’s 
policy of pegging its currency to the U.S. dollar is a deliberate policy 
meant to make Chinese exports relatively cheap in world markets, 
while discouraging imports. They also contend that China uses 
industrial policies (such as subsidies) and other unfair trade practices 
(such as dumping) to promote the development of various industries 
(such as autos and steel) deemed important to national development, 
which undermines the ability of U.S. firms in these sectors to 
compete in global markets, including the domestic U.S. market. In 
many respects, the rise of China as a global economic power is 
subject to the same interpretation as the economic rise of Japan 
during the 1970s and 1980s and the impact that rise was thought to 
have on the U.S. economy. 2 

• Analysts describe a number of negative consequences of China’s 
rapid economic growth, such as increasing demand for oil and raw 
materials (which drives up their prices) and growing pollution 
(which could have global implications). In addition, the lack of an 
effective intellectual property rights (IPR) enforcement regime (and 
limited market access for IPR-related products) has led to 
widespread IPR piracy in China. Not only does such piracy greatly 



1 Statement of Senator Max Baucus during the Senate Committee on Finance hearing on 
U.S. -China Relations, June 23, 2005. 

2 During the 1980s, Members complained of a growing U.S. -Japan trade imbalance, Japan’ s 
growing trade surplus and accumulation of foreign exchange reserves, Japanese trade and 
investment barriers, government industrial policies intended to promote the development of 
targeted industries, and Japanese purchases of U.S. assets in the United States (government 
securities, land, and companies). 
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diminish China as a market for IPR-related industries (such as music 
and software), such industries are further harmed by China’s export 
of pirated products. 

• Some analysts have raised concern over the possible consequences 
if China decided to reduce its large holdings of U.S. Treasury 
securities. Others worry about the potential effect of Chinese state- 
owned companies’ attempts to purchase U.S. firms. 

This report examines the implications for the U.S. economy of China’s rapid 
economic growth and its emergence as major economic power. 3 It addresses various 
contentions that have been put forth that certain aspects of China’ s economic growth, 
policies, and practices pose a threat to the U.S. economy. It also addresses several 
questions, including the following: 

• Why is China’s economy growing so fast? Will China overtake the 
United States as the world’ s largest exporter or largest economy? If 
so, what are the implications for the U.S. economy? 

• What are the causes of the large and increasing trade deficits with 
China? Have these resulted from China’ s economic and assessment 
practices or other global forces? Do they negatively affect the U.S. 
economy? 

• How do allegedly unfair Chinese trade practices, such as trade 
barriers, industrial policies, and failure to adequately protect U.S. 
intellectual property rights, affect the U.S. economy? 

• How does the high level of low-cost imports from China affect U.S. 
employment, wages, and terms of trade? 

• Is Chinese ownership of U.S. firms and U.S. public debt securities 
good or bad for the U.S. economy? 

• What legislation has been proposed in Congress to respond to unfair 
Chinese trade practices? What other options might be available to 
U.S. policymakers? 

The report concludes that although China will likely become the world’ s largest 
economy within the next decade or two (provided it can continue to deepen economic 



3 The rise of China as an economic power has a number of important political, military, and 
strategic implications for the United States that are not addressed in this report. For an 
examination of these issues, see CRS Report RL32882, The Rise of China and Its Effect on 
Taiwan, Japan, and South Korea: U.S. Policy Choices , by Dick K. Nanto and Emma 
Chanlett -Avery; CRS Report RL32688, China-Southeast Asia Relations: Trends, Issues, and 
Implications for the United States, by Bruce Vaughn and Wayne M. Morrison; CRS Report 
RL33055, China and Sub-Saharan Africa, by Kerry Dumbaugh and Mark P. Sullivan; and 
CRS Report RS22119, China’s Growing Interest in Latin America, by Raymond W. 
Copson, Kerry Dumbaugh, and Michelle Lau. 




http://wikileaks.org/wiki/CRS-RL33604 



CRS-4 



reforms), its living standards (as measured by per capita GDP) will remain 
substantially below those in the United States for several decades to come. The 
assessment presented in this report suggests that China’s economic ascendancy will 
not in and of itself undermine or lower U.S. living standards — these will be largely 
determined by U.S. economic policies. In addition, although various Chinese 
economic policies may have negative effects on certain U.S. economic sectors (and 
there are valid economic reasons why many of these should be addressed), other U.S . 
sectors (as well as consumers) have benefitted, and thus far the overall impact of 
China’s economic growth and opening up to the world appears to have been positive 
for both the U.S . and Chinese economies . From an economic perspective, describing 
China’s economic rise or its economic policies as an economic “threat” to the United 
States fails to reflect the complex nature of the economic relationship and growing 
economic integration that is taking place. Hence it may be more accurate to say that 
China’s economic growth poses both challenges and opportunities for the United 
States. 



China’s Economic Growth: Causes and Prospects 

Historical Perspective on China’s Economic Miracle 

Prior to 1979, China maintained a centrally planned, or command, economy. 
A large share of the country’s economic output was directed and controlled by the 
state, which set production goals, controlled prices, and allocated resources 
throughout most of the economy. During the 1950s, China’s individual household 
farms were collectivized into large communes. To support rapid industrialization, 
the central government undertook large-scale investments in physical and human 
capital during the 1960s and 1970s. As a result, by 1978 nearly three-fourths of 
industrial production was produced by centrally controlled state-owned enterprises 
subject to centrally planned output targets. Private enterprises and foreign 
investment were nearly nonexistent. A central goal of the Chinese government was 
to make China’s economy relatively self-sufficient. Foreign trade was generally 
limited to obtaining only those goods that could not be made in China. 

Although some growth occurred, these policies kept the Chinese economy 
relatively stagnant and inefficient, mainly because there were few profit incentives 
for firms and farmers. Competition was virtually nonexistent, and price and 
production controls caused widespread distortions in the economy. Chinese living 
standards were substantially lower than those of many other developing countries. 

The Introduction of Economic Reforms 

Beginning in 1979, the Chinese government reversed course and launched 
several economic reforms in the hope that they would significantly increase economic 
growth and raise living standards. The central government initiated price and 
ownership incentives for farmers, which enabled them to sell a portion of their crops 
on the free market. In addition, the government established four special economic 
zones along the coast for the purpose of attracting foreign investment, boosting 
exports, and importing high-technology products into China. Additional reforms, 
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which followed in stages, sought to decentralize economic policymaking in several 
sectors, especially trade. Economic control of various enterprises was given to 
provincial and local governments, which were generally allowed to operate and 
compete on free market principles, rather than under the direction and guidance of 
state planning. Additional coastal regions and cities were designated as open cities 
and development zones, which allowed them to experiment with free market reforms 
and to offer tax and trade incentives to attract foreign investment. In addition, state 
price controls on a wide range of products were gradually eliminated. 

Results of Economic Reforms 

Since the introduction of economic reforms, China’s economy has grown 
substantially faster than during the pre-reform period (see Table 1) and has been one 
of the world’s fastest growing economies. From 1960 to 1978, annual real GDP 
growth averaged 5.3%. 4 However, in the post-reform period from 1979 to 2006, 
growth averaged 9.7% (it grew by 10.5% in 2006 over the previous year). 

Table 1. China’s Average Annual Real GDP Growth Rates, 

1960-2006 



Time period 


Average annual 
growth (%) 


1960-1978 (pre-reform) 


5.3 


1979-2005 (post-reform) 


9.7 


1990 


3.8 


1991 


9.3 


1992 


14.2 


1993 


14.0 


1994 


13.1 


1995 


10.9 


1996 


10.0 


1997 


9.3 


1998 


7.8 


1999 


7.6 


2000 


8.4 


2001 


8.3 


2002 


9.1 


2003 


10.0 


2004 


10.1 


2005 


9.9 


2006 (est) 


10.5 



Source: Official Chinese government data. 

Economic reforms have transformed China into a major trading power. Chinese 
exports rose from $ 1 8 billion in 1980 to $969 billion in 2006, while imports over this 



4 Many analysts contend that Chinese government economic data (prior to reforms) may 
have been exaggerated for propaganda purposes, especially during periods of economic 
upheaval that took place during the Great Leap Forward (1958-1972) and the Cultural 
Revolution (1966-1976). Similar doubts remain about the quality of current data. 
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period grew from $20 billion to $791 billion (see Table 2). Trade has constituted an 
important source of China’s economic growth and efficiency gains. 

In 2004, China surpassed Japan as the world’s third-largest trading economy 
(after the European Union and the United States). China’s trade continues to grow 
dramatically: in just three years (2003 to 2006), the size of China’s trade doubled. 
In 2006, China’s exports and imports rose by 26% and 20%, respectively, over 2005 
levels. China’s trade surplus has risen sharply in recent years, going from $24 billion 
in 2004, to $102 billion in 2005, to $178 billion in 2006. 

Table 2. China’s Merchandise World Trade, 1979-2006 

($ billions) 



Year 


Exports 


Imports 


Trade 

Balance 


1979 


13.7 


15.7 


-2.0 


1980 


18.1 


19.5 


-1.4 


1985 


27.3 


42.5 


-15.3 


1990 


62.9 


53.9 


9.0 


1995 


148.8 


132.1 


16.7 


2000 


249.2 


225.1 


24.1 


2005 


762.0 


660.1 


101.9 


2006 


969.1 


791.5 


177.6 



Source: International Monetary Fund, Direction of Trade Statistics, and 
official Chinese statistics. 

In addition to the data cited above, some highlights of China’s rapid economic 
rise and current level of economic development are reflected in the following data: 

• China’s GDP as a percentage of world GDP rose from 4.5% in 1984 
to 16.3% in 2006. 5 

• Foreign direct investment in China rose from $109 million in 1979 
to over $72 billion 2005, making it the largest destination for FDI 
among developing countries and the third-largest overall FDI 
destination after the United States and the United Kingdom. 6 

• According to the U.S . Commerce Department, China’ s middle class 
(defined as per capita income over $8,000) currently totals 200 



5 Based on purchasing power parity measurements. Source: EIU. 

6 United Nations Conference on Trade and Development, World Development Report, 2005, 

p. 1. 





